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COMMENTS AND RECOMMENDATIONS

REGARDING H.R. 13103
FOREIGN INVESTORS TAX ACT OF 1966

GENERAL COMMENTS

H.R. 13103 is a modified version of H.R. 11297 which,
in turn, was a modified version of H.R. 5916.

Frankly, we believe

that the previous successive modifications have overly diluted
the original intent of the legislation, which was to encourage
foreign investment in the United States, and thereby improve the

U. S. balance of payments.
H.R. 5916 was designed to stimulate foreign Investment

in the United States by removing existing tax barriers to such

Investment.

It would have revised or eliminated many of the

provisions in the present law which tended to complicate or inhibit
investment in U. S. securities.

For this reason,

the Institute’s

committee on federal taxation favored the proposed legislation,
although in its comments submitted to the Committee on Ways and

Means of the House of Representatives on June 25, 1965 it recomm
ended certain changes and clarifications.

The new version of the bill, H.R. 11297,
differed drama

tically from its predecessor.

It Introduced an entirely new idea

of taxing foreign source income under an elusive "effectively
connected" concept, provided for the income and estate taxation

of deposits in U. S. banks, and provided for higher estate tax

rates on nonresident alien decedents.

The specific factors which
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led to the adoption of such changes were not made clear.

The

Institute’s committee on federal taxation opposed such changes in
comments submitted to the House Ways and Means Committee on
January 12, 1966.

H.R. 13103 modified considerably the objectives of the
initial bill.

On page 6 of the report of the House Ways and

Means Committee it is stated,

"While the initial bill proposed by

the Treasury Department was designed primarily to stimulate invest

ments by foreigners in the United States, your Committee considered
more generally the tax provisions of present law affecting non
resident aliens and foreign corporations."

H.R. 13103 as presently constituted does eliminate some
of the objectionable provisions of H.R. 11297; however, H.R.

13103

still contains proposed amendments to the current law that we feel

are highly questionable:
1.

The Introduction of an entirely new concept,

that non-resident aliens and foreign corpora

tions engaged in trade or business in the

United States would be taxed on certain foreign
source Income as well as U. S. source income

"effectively connected" therewith.

Current law

taxes such persons on their United States

source income only.
2.

After 1971, Interest on United States bank

deposits would be subject to United States tax

although paid to persons not engaged in business
here.
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3.

United States bank deposits would be

included in the gross estate of nonresident

alien decedents even though not engaged in

business in the United States.
Introduction of these new concepts and other changes
and the uncertainties created thereby will have the effect of:

a.

Forcing foreign controlled businesses
with operations in the U. S. to relocate

those operations outside the United States,

thus resulting in the loss of commercial
contacts in the U. S., possible loss of

exports, jobs, etc.

b.

Causing foreign businesses to change plans

for opening operations in the U. S. due to
the complexity of U. S. tax laws.

c.

Forcing the withdrawal of foreign deposits
in U. S. banks, and stopping the further
flow of funds to the U. S., thus aggrava
ting our current serious balance of payments

problem.

We are aware of the many complex problems inherent in

the preparation of this legislation, but we strongly feel that
many of the proposed changes in existing law will adversely

affect the U. S. economy.
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BILL SECTION 2

Proposed Code
Section
-------861(a)(1)(A) and
861(c)

1.
Interest on U. S. bank deposits.
lines 9-14; Page 5, lines 1-21)

(Page 4,

The effect of the proposed amendments would
be to broaden the exemption from U. S. tax
for certain interest income for a five year
period, but would subject interest on U. S.
bank deposits and similar amounts to with
holding of tax at source with respect to pay
ments after December 31, 1971.
There are two
obvious reasons for questioning the proposed
withdrawal of the exemptions:

1.

The basic exemption, with has been in force
since 1921, has been considered desirable
to encourage the use of U. S. banks by
foreign persons for deposits and financial
transactions.

2.

The nexus of such taxation of income from
U. S. bank deposits is so slender as to
raise doubts as to the rationale for the
change.

While the imposition of tax would be delayed
for several years, it is not considered des
irable because it creates another complica
tion regarding investment in the United States.
Such complications certainly act as a current
psychological deterrent to U. S. Investment
by nonresident aliens, even though the actual
Impact of U. S. withholding tax will not occur
until 1971.
BILL SECTION 3

2.

Proposed Code
Section

Subject of the Tax on Non-resident Allen
Individuals (Page 18, lines 3 and 17)

871(a)

In proposed Section 871(a)(1), the words "gross
income should replace the words "amount received."
In Regulations Section 1.871-7(b)(l) there is
the following clarification: "For the purpose
of Section 871(a)(1) ’amount received’ means
’gross income’."
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3•
Proposed Code
Section

871(a)

BILL SECTION 3
871(a)(2)

(Page 18, lines 3-7)
This proposed subsection describes the kinds
of Income not connected with a United States
business which shall be subject to tax at
the rate of 30 per cent.
It repeats the
enumeration of the types of income presently
described in Section 871(a)(1), including the
words "salaries.” "wages," "compensations,"
"remunerations." and "emoluments." Under
proposed Section 864(b) the performance of
personal services within the United States will
constitute engaging in a trade or business
within the United States except under certain
limited circumstances.
Remunerations for
such personal services, therefore, would be
taxed at graduated rates under proposed Section
871(b) as income effectively connected with
the conduct of a trade or business within the
United States.
Accordingly, proposed Section
871(a) should be revised to exclude the terms
cited above which are descriptive of payments
for personal services.

4.

Determination of Capital Gains of Allens
Present in the United States 183 Days or More
(Page 18, lines 20-24, Page 19, lines 1-24
It is assumed that the intent of the Bill is
to subject nonresident aliens who are present
in the U. S. for 183 days or more during a
year to a 30% rate of tax.
This provision
places such an alien in a disadvantageous
position in comparison with a domestic
investor, because under the provisions of
lines 11-15, page 19 the capital gain deduc
tion and capital loss carryover provisions
are not to be allowed.
While the 183 days
is a liberalization of current law, there
should be further relief.
We recommend that
the rate of tax be 25 per cent and that con
sideration be given to allowing the deduction
of capital loss carryovers.

BILL SECTION 3

871(b) and 882

5.

Income "effectively connected" with a U. S.
trade or business.
(Page 20, lines 3-8,
and Page 37, lines 8-13)
It is proposed that nonresident aliens and
foreign corporations engaged in trade or
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BILL SECTION 3
Proposed Code
Section

871(b) and 882

business within the United States would be
subject to regular rates of tax on certain
foreign source as well as U. S. source Income
"effectively connected" with such trade or
business.
This is the most questionable
provision in the bill because it represents a
drastic extension of U.S. taxing jurisdiction
and unduly complicates U. S. taxation of
foreign persons.
Heretofore foreign corpora
tions and nonresident alien individuals engaged
in trade or business here have been subject to
U. S. Income tax only on U. S. source Income.
It has been said that the adoption of the
"effectively connected" concept is in accord
with the OECD Model Income Tax Convention and
with our new treaty approach as evidenced by
the recent protocol with Germany.
Our study
of these documents and of the reports of the
Department of State and of the staff of the
Joint Committee on Internal Revenue Taxation
on the German protocol has disclosed no
indication that foreign source income would be
taxed.

Article III of the Convention with Germany as
amended, dealing with the taxation of the
industrial or commercial profits of an enter
prise, does not even use the term "effectively
connected" and Article XV, dealing with the
avoidance of double taxation, limits the
allowable tax credits and/or exclusions from
taxable income to income having its source in
the other country.
We believe that enactment of H.R. 13103 could
lead to serious problems of double taxation,
particularly with regard to foreign subsidiar
ies of U. S. corporations.
If such foreign
subsidiary were subjected to U. S. taxes under
this principle, double taxation would result
when the U. S. parent corporation receives
dividends from the subsidiary since no credit
is permitted for U. S. income taxes paid by a
foreign corporation.
(Relief under the pro
posed Section 245 would in most cases be
wholly Inadequate.)
It is recognized that a
motivating factor in this proposal to tax
foreign persons engaged in trade or business
in the United States on certain of their
foreign source Income is concern that otherwise
tax avoidance may be permitted.
We do not

-7-

BILL SECTION 3

Proposed Code
Section

871(b) and 882

believe that major U. S. tax avoidance does
result under the existing provisions for
taxation of such foreign persons.
The
Treasury has various ways of dealing with
efforts to avoid U. S. income taxes, such as
Section 482, arrangements under various income
tax treaties, and its ability to challenge such
devices as the mere arrangement of title passage
outside the United States for tax avoidance
purposes.
The majority of our existing tax treaties
contain provisions which limit the imposition
of tax to income from sources within the taxing
country.
These include Australia, Austria,
Denmark, Finland, Greece, Honduras, Ireland,
Italy, Japan, Luxembourg, New Zealand, Norway
and Switzerland.
Since H.R. 13103 provides
that the changes which it would make in U. S.
tax law would not contravene any existing
treaties, the treaties with the above-named
countries would require amendment before the
foreign source Income of their corporations
could be taxed by the United States.

The foreign tax credit proposed under new
Section 906 would not be allowed for taxes
paid to a country solely by reason of the
foreign person being domiciled there for tax
purposes.
This can obviously result in double
taxation where the country of domicile imposes
limitations on allowable credits for foreign
taxes which are similar to the United States
rules.
In such a case, where the United
States taxes income which is derived from a
third country, the country of domicile would
not permit a foreign tax credit for the U. S.
taxes paid on income derived from the third
country.
It should be noted that the foreign source
income which may be taxed under the ’’effect
ively connected" provisions may be greater
than that actually commensurate with the
functions preformed by the office in the
United States.

The uncertainties and possible tax inequities
resulting from the ’’effectively connected”
concept will most likely discourage U. S.
portfolio Investment by foreign persons
engaged in trade or business here, because
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Proposed Code
Section

871(b) and 882

in many cases they could not be sure of obtain
ing the generally lower rates of tax on invest
ment Income.

For the foregoing reasons we believe that it
would be preferable to provide that a foreign
corporation or a nonresident alien individual
engaged in trade or business in the United
States be taxed at regular rates only on its
U. S.-source income "effectively connected”
with the U. S. trade or business.
BILL SECTION 4

Proposed Code
Section
882(c)(2)

6.
Softening of Provision Disallowing All
Deductions for failure to File a Return
(Page 39, lines 1-12)

The disallowance of all deductions and most
credits for failure to file a return under
proposed Section 882(c)(2), is an unusually
harsh provision.
Even though this provision
is a part of the present law, the purposes
of the Bill would seem to indicate that the
provision should be softened.
BILL SECTION 4
Proposed Code
Section
245(a)

7.

Dividend Received Deduction (Page 43, lines
5-24, Page 44, lines 1-9)
Consideration should be given to permitting a
100 per cent dividends received deduction to
U. S. corporations with respect to an 80%
or more owned foreign subsidiary to the extent
that the distribution is entitled to a. dividend
received deduction, otherwise an up-stream
dividend tax will be unjustly imposed.
It
should also be observed that the qualifying
period under proposed Section 861(a) and
amended Section 245 continue to be different.
We also urge that
to substitute the
ever the term ”50
This would permit

Code section 245 be amended
term ”10 per cent” where
per cent" presently is used.
a fractionalized dividends

-9-

BILL SECTION 4
Proposed Code
Section
245(a)

7.
received credit in the majority of cases and
would ameliorate, although not eliminate, the
double taxation problems which we have des
cribed above.

BILL SECTION 6

Proposed Code
Section
901(c) and
2014(h)

8.

Consistency in Provisions Requiring ThirtyDay Notice Prior to Presidential Proclama
tion (Page 66, line 15, and Page 67, line 19;
of. Page 55/ lines 8-12 and Page 79, lines 8-12
To be consistent with proposed Section 896
and 2108, proposed Sections 901(c) and 2014(h)
should require a thirty-day notice to Congress
before a proclamation is made by the President.

BILL SECTION 6

Proposed Code
Section

904(f)(2)

9.

Foreign tax credit in case of certain over
seas operations funding subsidiaries (Page
68, line 9 through Page 70, line 2).
The amendment would make the present "per
country” limitation with respect to interest
income Inapplicable to interest received by
an "overseas operations funding subsidiary”
on obligations of a "related foreign corpora
tion." The provisions of this section are too
restrictive.
It is recommended Instead that
the provisions of Section 904(f)(2)(c) be
amended to provide an exception for Interest
received from a corporation in which the tax
payer or an affiliated corporation owns
directly or indirectly at least 10% of the
voting stock.
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BILL SECTION 8
Proposed Code
Section

2101(a)

10.

Rate of estate tax on nonresident alien
decedents (Page 71/ lines 19-21 and Page
72, lines 1-2)
The Fowler Task Force Report contained a
recommendation to "eliminate U. S. estate
taxes on all intangible personal property
of nonresident alien decedents.” We believe
this recommendation should be followed.
As
pointed out in the report:

Under existing U. S. tax law, a foreigner
willing to go through the expense and
trouble of establishing a personal holding
company. Incorporated abroad, and assuring
himself that this personal holding
company does not run afoul of the U. S.
penalty taxes or undistributed personal
holding company Income, can already
legally avoid estate taxes."

The possibility of using such a holding
company would be made even easier due to a
provision in the bill which would exempt from
the personal holding company tax a foreign
corporation if all of its stock is owned by
foreigners.
Sophisticated investors may take advantage
of this means of escaping estate tax; others
will reject the complications and additional
costs.
It would seem preferable to enable
both types of investors to acquire U. S.
securities without concern for a substantial
U. S. estate tax.

BILL SECTION 8
Proposed Code
Section

2105(b)

11.

Inclusion of bank deposits in the gross
estate,
(Page 74, lines 3-7)
The bill would remove the existing exemption
from the gross estate for U. S. bank deposits
owned by a nonresident alien decedent who
was not engaged in business in the United
States at the time of his death.
This
provision should be eliminated from the bill

-11BILL SECTION 8
Proposed Code
Section

2105(b)

11.

since, if enacted, it is likely to have an
immediately adverse effect on the U. S.
balance payments.

The exclusion of bank deposits from the
gross estate would also result from the
adoption of the recommendation in item 9
above.
In any event, as far as bank
deposits are concerned, the proposed
inclusion in the gross estate is clearly
in the wrong direction.

